EC: Proposal for a Council Directive on the
Elimination of Double Taxation in Connection
with the Adjustment of Transfers of Profits
between Associated Enterprises

(Arbitration Procedure)*

EXPLANATORY MEMORANDUM

I. General Considerations

1. Transactions between two associated enterprises situated in two different
countries are sometimes carried out at prices which differ from those that would
have been adopted by independent parties, without this necessarily meaning that
any deceit has been intended. The result is a reduction of the taxable profits of
one of the concerns and therefore also of its tax bill.

For this reason, tax authorities faced by such circumstances increase the profits
of the enterprise in question to the figure that would have appeared if the same
transactions had taken place between independent parties.

2. When one country’s tax authority increases the profits of an enterprise but the
profits of the associated concern that is its partner in the transaction are not
correspondingly reduced in the other country, the group as a whole suffers double
taxation.

Such double taxation may well give rise to distortions, both in the conditions of
competition and in capital movements, of a kind that would otherwise not exist.

3. Such consequences are not acceptable within the Community, because they
directly affect the operation of the common market. In its communication to the
Council setting out its action programme for taxation!, the Commission there-
fore undertook to submit proposals in this field in 1976.

4. There is all the more need to tackle this problem in that, as the Commission
pointed out in the explanatory memorandum accompanying its proposal for a
directive concerning mutual assistance by the competent authorities of Member
States in the field of direct taxation 2, submitted to the Council on 5 April 1976,
the introduction of a system for the exchange of information carries the risk of
increasing the number of cases of double taxation, especially where transfer prices
within groups of companies are concerned. For this reason the Commission on
that occasion reaffirmed its undertaking to deal with the problem, stating that it
would without delay present an appropriate proposal to the Council and further-
more expressing the wish that it might be adopted at the same time as the proposal
for a directive on mutual assistance.

* Submitted by the Commission to the Council. CCM (76) 611 Final, Brussels, 25 November 1976.

1. COM (75) 391 final of 23 July 1975. INTERTAX 1975 p. 206.
2. COM (76) 119 final of 31 March 1976. INTERTAX 1976, p. 161.
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5. Certain conventions for the avoidance of double taxation concluded between
Member States already contain a provision directed at ending double taxation
through a mutual agreement procedure between the two tax authorities. But these
conventions go no further than merely laying down an obligation to enter upon
such a procedure, which clearly gives no guarantee that the double taxation will
in fact be eliminated.

In order to be sure of suppressing such double taxation it is necessary to provide
that where the tax authorities concerned do not reach agreement, the case will be
submitted to a commission which will have to settle it. It is true that certain
bilateral conventions provide for the setting up of commissions of this kind, but
they consist only of representatives of the tax authorities. The Commission, how-
ever, thinks it essential to make certain that a decision will be taken definitely
removing double taxation in every case. This will be achieved by adding an uneven
number of independent persons of standing to the commission, which will then
take its decisions by majority vote.

These commissions will by no means constitute supranational judicial bodies: all
that is being done is to expand the already existing provisions in such a way that
they will in every case result in the suppression of double taxation.

6. There is no question of entrusting the arbitration commissioners with the task
of establishing rules for the avoidance of the artificial transfer of profits between
concerns in the same group by means of pricing arrangements. The Commission,
as it stated in the above-mentioned Action Programme for Taxation, will continue
its work in this latter area with a view to submitting proposals for common rules.
The arbitration commissions, for their part, will examine and settle each case
presented to them on its own merits.

II. Comments on Certain Articles

Article 1

Paragraph 1

7. This paragraph sets out the conditions under which the procedure provided in

the directive for eliminating double taxation may be set in motion.

These conditions are as follows:

— the tax authority of a Member State must have increased the amount of the
taxable profits derived by an enterprise from transactions which were carried
out with an associated enterprise and which are considered to be lower than
the profits that would have resulted from the same or similar transactions
carried out between independent parties (‘dealing at arm’s length’);

— the increase must give rise, or be likely to give rise, to double taxation for the
group of which the enterprises form part.

8. The first phase of the procedure in question consists of a ‘mutual agreement
procedure’ with rules similar to those that already exist in bilateral taxation agree-
ments. This means that where double taxation has arisen or there is a risk that it
will arise, each of the two associated enterprises may apply to its national tax
authority to obtain a satisfactory solution. Quite apart from this possibility, they
still preserve their national rights of appeal. This meets the wish not to restrict
the rights which taxpayers already enjoy under bilateral agreements.
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9. To avoid both States seeking a solution at the same time, which might result
in a double benefit to the group of enterprises, the third subparagraph of para-
graph 1 provides that each authority to which a case is presented shall inform the
other authority.

Paragraph 2

10. This paragraph contains the definitions of certain terms used in the directive,
which are adapted to its specific purpose.

The concept of ‘double taxation’ supposes an increase of profits in one State
without a corresponding adjustment taking place in the other. Such an adjustment
would normally be made by reducing the profits of the associated enterprise by
an appropriate amount. Nevertheless it is also permissible to make the adjustment
through the ‘tax credit’ method preferred by certain States (United Kingdom,
Ireland).

Paragraph 3

11. This paragraph lays down that the preceding principles shall apply not only
if the enterprises have made profits but also if they have made losses.

Article 2

12. The authority to wich a case is presented has first of all to try on its own to
find a satisfactory solution. If it cannot do so, it will make contact with the other
authority, the two authorities being required to do everything possible to reach a
mutual agreement that will eliminate the double taxation.

Article 3

Paragraph 1

13. The provisions of Article 3 and those which follow introduce a procedure
which, because it goes beyond a mere effort by the national tax authorities to reach
agreement (see Art. 2 and the mutual agreement procedures in double taxation
conventions), results — and this is new — in the effective elimination of double
taxation in each individual case. This procedure is based on the joint commission
already provided in the OECD model convention. The composition of this com-
mission, which under that convention consists only of representatives of the two
national tax authorities concerned, is modified to enable it to make decisions
which will completely remove double taxation.

14. This commission has to meet when the national tax authorities have failed to
reach mutual agreement in a space of two years. This limit is necessary to give
the authorities time to reach agreement but, on the other hand, it takes account
of the legitimate right of the enterprises to obtain a settlement within a period that
is not excessive from their point of view.

Paragraph 2

15. This paragraph lays down the conditions to be met by the two enterprises if
the commission is to consider the case.

Intertax 1977/1 9




Firstly, they have to agree in advance to accept the commission’s decision, since

the two national tax authorities will also be bound by the decision.

The second subparagraph has regard to the domestic legislation of certain

countries, which prevents their administrations from departing from the decision

of a national court or tribunal even to give effect to a decision of an inter-
national joint commission and even if to do so would be in the taxpayer’s favour.

Where relations with such a State or between such States are concerned, and in

order to avoid a decision by the commission which might be in contradiction with

the decision of a national court or tribunal, the two enterprises are therefore
presented with the following choice:

— either they must opt for the decision of the commission, which will guarantee
the elimination of the double taxation; this involves giving up the right to
appeal to a national appeal body or the withdrawl of such an appeal, or else
presupposes that the time within which an appeal might have been made has
expired;

— or they must opt for the national appeal procedure, giving no guarantee that

double taxation will be eliminated; such a course excludes the possibility of

applying to the commission.

Paragraph 4

16. This paragraph makes clear that enterprises which do not wish to avail them-
selves of the procedure before the commission suffer no loss of rights in the field
of the traditional mutual agreement procedure.

Article 4

Paragraph 1

17. The purpose for which the commission referred to in Article 3 exists means
that it must be constituted in such a way as to be able to make a decision that
will eliminate double taxation. This requirement implies that an uneven number
of independent persons of standing must be brought into the commission so as to
avoid deadlock between the two tax authorities. The commission nevertheless
continues to be a body derived from the two tax authorities which, in consequence,
have the task of appointing the independent persons.

18. Since the cases submitted to the commission will have their own special
features, the qualifications required of the independent persons may not always
be the same. For this reason it is not laid down that the independent persons
should be given a mandate for a minimum period; the tax authorities are thus
free to choose these persons for particular cases if need should arise.

The Member States are, however, required in all circumstances to ensure that the
commission is constituted in good time, so that it can be summoned to meet by
the deadline laid down in Article 3, paragraph 1, and can reach an immediate
decision (see paragraph 8).

];‘ 'm ‘ £ T

Paragraph 2

19. To facilitate selection, it is provided that it can be made from a list. The
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choice is nevertheless not restricted to this list, because of the special qualifica-
tions that might be needed for certain particular cases.

20. The drawing of lots is provided as a way of avoiding deadlook if the two tax
authorities cannot reach agreement on the selection of one or more independent
persons.

21. A tax authority may refuse to accept the appointment of any given indepen-
dent person whose name is drawn by lot.

Paragraph 4

22. As regards professional secrecy, the independent persons are subject to the
laws of both Member States concerned, and therefore in practice to whichever is
the more strict.

Paragraph 7

23. In order that the commission may operate as flexibly as possible, the tax
authorities are free to make further procedural rules for their bilateral relations.

Article 6

24. Since it is not the purpose of the commission to bring back into question any
point at issue on which the tax authorities have already reached agreement, the
commission’s decision bears only upon the amount in respect of which double
taxation still exists.

Article 7

Paragraph 1

25. The aim of this provision is to prevent a State from escaping the obligation
to initiate the mutual agreement procedure or proceedings before the commission
on the grounds that the national decision concerning the increase of the profits
of an enterprise (or the decision concerning the taxation of the associated enter-
prise) has already become final.

Paragraph 2

26. This paragraph deals with the circumstances arising when, after the conclusions
of a mutual agreement procedure or of proceedings before the commission, the
national decisions on which they were based are altered, for example as a result
of a later special investigation into a particular case.

The paragraph provides that in such cases the results of such procedures or
proceedings must be modified to take account of the alteration in the national
taxation.

Article 8
Paragraph 1

27. This Article states that the preceding rules, which deal with transactions
between two legally separate enterprises forming part of the same group, shall
apply mutatis mutandis to similar relations between the headquarters and
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permanent establishments of an enterprise and between the different permanent
establishments of an enterprise.

Paragraph 2

28. This paragraph deals with the situation in which, in the absence of a tax
agreement, a State’s domestic legislation does not completely avoid double
taxation but brings only partial relief.

In such circumstances this relief must also be adjusted so as to take account of
an increase applied in the other State by virtue of the preceding provisions.

PROPOSAL FOR A COUNCIL DIRECTIVE

on the elimination of double taxation in connection with the adjustment of trans-
fers of profits between associated enterprises (arbitration procedure)

The council of the European Communities,

Having regard to the Treaty establishing the European Economic Community, and
in particular Article 100 thereof,

Having regard to the proposal of the Commission,

Having regard to the Opinion of the Economic and Social Committee,

Having regard to the Opinion of the European Parliament,

Whereas, when a Member State increases the taxable profits of an enterprise on
the ground that they have been reduced as a result of conditions agreed with an
associated enterprise in another Member State, which differ from those that would
have been agreed between independent enterprises, such an increase may give rise
to double taxation within the group of enterprises of which the first enterprise
forms part;

Whereas this double taxation is likely to cause distortions in the conditions of
competition and in capital movements and therefore to affect the operation of the
common market;

Whereas, for this reason, it is necessary to ensure the elimination of the double
taxation which occurs in these circumstances;

Whereas such elimination may be achieved through a procedure under which, in
the first place, the case is submitted to the tax authorities of the two Member
States concerned with a view to their settling the question by mutual agreement;
whereas, in the absence of such agreement, the matter in dispute should be sub-
mitted to a commission, consisting both of representatives of the tax authorities
concerned and of independent persons of standing, whose decision both the tax
authorities and the enterprises concerned accept from the outset,

Has adopted the present directive:
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Article 1

1. Where:

— the amount of the taxable profits of an enterprise is increased or is likely to be
increased by the tax authority of a Member State on the ground that the profits
in question have been reduced as a result of conditions agreed for transactions
carried out with an associated enterprise which differ from those which would
have been agreed between independent enterprises, and

— double taxation results or is likely to result from this increase,

each of the associated enterprises may, notwithstanding the remedies provided by

the national laws of the Member States concerned, present its case to the tax

authority entrusted with the taxaticn of its profits derived from the said trans-
actions, with a view to eliminating the double taxation.

The case must be presented before the expiry of three years from the delivery of

the first written notification of the increase.

The tax authority to which the case has been presented shall inform the other tax

authority concerned thereof without delay.

2. For the purposes of this Directive:

a. a transaction carried out by an enterprise shall be considered to be carried out
with an associated enterprise if it is carried out either directly with an enter-
prise, resident in another Member State, which is associated with the first
enterprise or through a permanent establisment, situated in another Member
State, of an enterprise associated with the first enterprise;

b. enterprises shall be considered to be associated:

— where one of the enterprises participates directly or indirectly in the manage-
ment, control or capital of the other enterprise, or

— where the same persons participate directly or indirectly in the manage-
ment, control or capital of the enterprises;

c. the term ‘double taxation’ means the situation in which an increase of taxable
profits made in one Member State as referred to in paragraph 1 does not give
rise in the other Member State to a corresponding adjustment either of the
taxable profits of the associated enterprise or of the amount of tax payable
by the associated enterprise in respect of those profits.

3. Paragraph 1 shall also apply, mutatis mutandis, where one or both of the

associated enterprises or the permanent establishment have made losses instead

of profits.

Article 2

If neither of the tax authorities is able on its own to arrive at a satisfactory
solution of the problem presented to it, the two authorities shall endeavour to
reach mutual agreement with a view to avoiding double taxation.

Article 3

1. If, in applying Article 2, the tax authorities concerned fail to reach an agree-
ment that eliminates the double taxation, they shall present the case to a commis-
sion, whose decision they shall agree from the outset to accept. The case shall be
submitted to this commission within two years from the first of the dates on which
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the case was presented to one of the tax authorities in accordance with Article
1(0).

2. Unless the tax authorities concerned otherwise agree, paragraph 1 shall not
apply unless the associated enterprises also agree from the outset to accept the
decision of the commission.

Where the domestic legislation of a Member State does not permit its tax authority
to settle cases by a mutual agreement procedure where such settlement would be
contrary to a decision of a judicial body, paragraph 1 shall not apply unless the
associated enterprises have allowed the time provided for appeal to expire or have
withdrawn any appeal already made. For the purposes of the preceding sentence,
‘appeal’ means an appeal to the first appeal body in the judicial process either
against the decision concerning the increase or against the decision concerning the
taxation of the associated enterprise to which a corresponding adjustment might
be made.

3. The tax authorities may, by mutual agreement and with the agreement of the
associated enterprises concerned, waive the provisions of paragraph 1.

4, In so far as the provisions of the preceding paragraphs are not applied, the
rights of each of the associated enterprises, as laid down in Article 2 or in
taxation agreements, shall remain unaffected.

Article 4

1. The commission referred to in Article 3 (1) shall consist of:

— an equal number of representatives from each of the tax authorities concerned;

-~ an uneven number of independent persons of standing, who shall not be
members of the tax authorities concerned nor be engaged in the performance
of tasks or duties for or on behalf of those authorities.

The commission shall decide by simple majority.

Subject to these provisions, the composition of the commission shall be determined

by agreement between the tax authorities of the Member States concerned.

2. The independent persons of standing shall be appointed by mutual agreement

or, in the absence of agreement, by the drawing of lots by the tax authorities of

the Member States concerned. Such persons may be appointed from the list of
persons of standing referred to in paragraph 3. Any appointment made by the
drawing of lots shall be made from such list.

Where lots are drawn, each of the tax authorities concerned may refuse to accept

the appointment of any particular independent person of standing in any cir-

cumstance agreed in advance between the tax authorities concerned or in one of
the following situations, where:

— such person is, or has been, associated within the meaning of Article 1 (1)
with one or both of the associated enterprises or has been their employee or
adviser; or

— such person does not offer a sufficient guarantee of objectivity for the settle-
ment of the case or cases to be decided.

3. The list of independent persons of standing shall contain all the persons

nominated by the Member States. For this purpose each Member State shall, after

consultation with professional bodies, nominate five persons and shall inform the

Commission of the European Communities thereof within the period specified in
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Article 9 (1). Such persons shall be nationals of 2 Member State. The Commission
shall communicate the list of the independent persons of standing to each Member
State.

The Member States shall without delay inform the Commission of any alterations
to be made to the said list.

4, In their capacity as members of the commission, the independent persons of
standing shall be subject to the obligation of professional secrecy under the
conditions laid down by the domestic legislation of each of the Member States
concerned.

5. The commission shall appoint its chairman from among the independent persons
of standing who are members of it.

6. The expenses of the proceedings of the commission, save for the expenses in-
curred by the associated enterprises, shall be shared equally between the two
Member States concerned.

7. Without prejudice to paragraphs 1 to 6, the tax authorities may agree upon
further rules of procedure in their bilateral relations.

8. Member States shall take all necessary steps, within sufficient time, to ensure
that the case is presented to the commission within the period specified in Article
3 (1), and that the commission meets thereafter without delay.

Article 5

1. For the purpose of the procedures referred to in Articles 2 and 3, each of the
associated enterprises may provide all information or present all evidence and all
documents which may be of use in reaching a decision. The enterprises and the tax
authorities shall comply with any request by the commission to provide such
information or to present such evidence and documents.

2. Each of the associated enterprises may, at its request, appear or be represented
before the commission.

If the commission so requests, each of the associated enterprises shall appear or
be represented before it.

Arxticle 6

The decision of the commission shall relate to the amount of double taxation
which remains unrelieved. The decision may relate to the increase referred to in
the first subparagraph of Article 1 (1), to the corresponding adjustment referred
to in Article 1 (2) (c), or both to the increase and to the adjustment.

The decision, which shall be given in writing, shall eliminate the said double
taxation.

The tax authorities concerned may agree to publish the decision.

Article 7

1. Without prejudice to the second subparagraph of Article 3 (2), the fact that a
decision made in one Member State concerning the increase referred to in the
first subparagraph of Article 1, or a decision made in another Member State
concerning the taxation of the associated enterprise, to which a corresponding
adjustment within the meaning of Article 1 (2) (c) might be made, has become
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final, shall not prevent the application of the procedures set out in Articles 2
and 3.

2. Where, in one or both of the Member States concerned, the decisions regarding
the taxation giving rise to the procedures referred to in Articles 2 and 3 have
been altered after the procedure referred to in Article 2 has been concluded or
after the commission has given its decision, the result of that procedure and that
decision of the commission shail be revised to take account of such alteration in
the taxation.

Article 8

1. The foregoing provisions shall also apply mutatis mutandis to the allocation of

the total profits of an enterprise between the headquarters of the enterprise

situated in one Member State, and one or more of its permanent establishments

situated in one or more other Member States, and also to the relations between

different permanent establishments of an enterprise which are situated in different

Member States.

2. Where in a Member State in which the headquarters of an enterprise is situated:

— the profits attached to a permanent establishment of such enterprise, situated
in another Member State, are taxed,

and where

— in taxing such profits a relief is granted which only partly takes account of the
amount of the taxable profits of the permanent establishment in the other
Member State or of the amount of tax payable in that other Member State on
the same profits,

the relief given consequent upon the increase in the amount of the taxable profits

of the permanent establishment may be regarded as the corresponding adjustment

referred to in Article 1 (2) (c).

Article 9

1. Member States shall bring into force the necessary laws, regulations and
administrative provisions to comply with the provisions of this Directive not later
than January of the second year following the year of its adoption, and shall
immediately communicate them to the Commission.

2. Member States shall ensure that the texts of any further main provisions of
national Iaw adopted in the field covered by this Directive are communicated to
the Commission.

Article 10
This Directive is addressed to the Member States.
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